
Tangible asset values

Prudency

Related-party transactions. The Commission should be alert to related-party transaction
pricing issues, both in constructing cost nonns for a benchmark model and in reviewing system
specific cost-of-service information. A particular issue is the practice used by certain multiple
system operators (MSOs) for assigning programming costs to local systems. In some cases, we
believe, the costs shown in local system statements may include a mark-up added by the parent
company, over its cost to acquire the programming from the supplier. This issue is
compounded by the fact that the transactions between certain MSOs and certain program
suppliers are not arms-length, due to cross ownership. Consequently, we believe that the price
the parent company pays should be analyzed to develop cost norms or to evaluate actual
programming costs.

We have a similar concern regarding other charges from the parent company, including general
and administrative overhead allocations and management fees. In either a benchmark cost
model or in reviewing specific system costs, the Commission should assure that any such costs
included are reasonable. One test, for example, is whether the cost would be incurred if the
local operation were autonomous.

Another such concern is the practice of having advertising revenue flow to an affiliated
company, with only some or none of this revenue recorded on the books of the local system.
This practice could affect the properconsideration ofrevenue off-sets to subscriber rates, which
Congress directed to be considered in rate regulation.

Depreciation and Rate Base. In our proposed model (Appendix A) we develop a "rate base"
based on replacement costs and we assess revenue requirements on a cash basis, before
depreciation. We believe that cash flow operating results are more meaningful in the industry
than post- depreciation results, and industry analysts typically look at cash flows as one ofthe \
key factors to assess the financial health of cable systems. Our model is fair to operators
because we include an allowance for replacement or upgrade costs, and the return-on-capital
base is valued at replacement cost, not net depreciated value. However, if a cost-based
approach is to be applied on a system specific basis (distinct from determining nonns), a
depreciated rate base approach may be more meaningful. This would be especially true in
situations where the plant is old and has not been upgraded.

Intangible assets. To the extent the Commission becomes involved in system-specific cost-of­
service reviews, we note that a particular problem is presented by intangible assets. The
Commission seeks comment on whether and how much "goodwill" should be included in the
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rate base.26 We fIrst suggest that a clarification of terms would be appropriate. We believe
that by "goodwill" the Commission actually means "intangible assets." "Goodwill" can be a
subset of intangible assets, but there are others as well. In this case, we believe that "franchise
value" and "going concern value" should also be specifically considered. The intangible assets
result from accounting transactions to reconcile the cost of a system acquisition with the
current tangible value ofthat system. Typically the tangible assets are valued at current market
prices or depreciated replacement costs, and the difference between the purchase price and the
tangible asset values are assigned to intangibles.

27

An extensive discussion of the treatment of intangible assets for cable television systems
appears in the record of a 1990 United States Tax Court case.

28
The court found that

"goodwill" did not exist for certain cable systems that held monopoly status, defIning
"goodwill" as "the expectancy that old customers will resort to the old place." The intangible
assets ofa cable system may instead be assigned either to "going concern" value or "franchise"
value. For the cable television business, "going concern" value may be thought of as the cost
an operator has sunk to acquire new subscribers (and that a purchaser may therefore forego
when he buys an existing system rather than starting a new system). The "franchise" value is
the residual resulting from subtracting the tangible asset value and the "going concern" value
from the purchase price.

Courts have declared that "goodwill" cannot have a value in a monopoly, and we believe that
the "going concern" value is typically only a small part of the intangibles that are booked for
many cable systems. At most the "going concern" value would be the marketing and other
prematurity costs sunk to acquire the subscriber base, distinct from the ongoing operating costs
necessary to retain old subscribers.29 That leaves the "franchise" value as the largest
component of the intangible assets.

26 NPRM Appendix B, paras. 3 and 4.

27 The intangibles are not the premium paid over original cost, as suggested in NPRM
Appendix B, para. 3.

28 United States Tax Court, Docket No. 268-89 (Filed November 7, 1990). Tele­
Communications, Inc. and Subsidiaries v. Commissioner ofInternal Revenue. 95 T.e. No. 36.

29 We believe that the burden should be on cable operators to support the valuation of
"going concern" value for specific systems ifit is to be included in a the cost-of-service rate base.
For the systems reviewed in the cited U.S. Tax Court case, the court found "going concern"
value to be about 13 percent of the intangible assets.
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To define the "franchise" value, we quote at some length from a paper submitted by Mr.
William Shew in support of Tele-Communications, Inc. in the cited tax case:

30

The value ofa franchise stems from the prospect it offers to earn supernormal profits. For this
prospect to becredible, the franchise holder must expect that he will be insulated from intensive
competition. Otherwise the allure ofsupernormal returns would attract firms into the market
until the rate of return was driven down to the normal level.

The franchisee may be insulated from competition either because the market he serves is
naturally unsuited to competitive entry or because the franchising authority protests the
franchise holder from competition.... Regardless of how a franchise holder is insulated from
competition, the value of a franchise is the (capitalized) value of the supernormal returns
expected from the franchised activity -- the income over and above what would provide the
investor with a competitive return for the risk involved... Thus, it is the prospect that the
authorized activity will yield a supernormal rate of return -- in excess of the investor's cost of
capital -- that gives value to a franchise.

The franchise value represents the capitalized value ofthe monopoly profits expected from the
system. To include this component in the rate base and allow a return on it would directly
contradict the intent of the Act to eliminate any monopoly component ofrates. Rates would
continue to reflect a monopoly increment if a return was earned on the franchise value
intangible. In addition, allowance of the franchise value intangible would treat systems that
have had stable ownership unfairly in relation to systems where ownership has changed,
because it is typically only through a sale transaction that a large franchise value may be
booked.31 Allowing the rate base to be stepped up substantially through a system sale would
encourage trafficking in systems that presently book relatively low intangible franchise values,
a result that we believe would be undesirable for consumers and franchising authorities.

To the extent that current system owners may perceive disallowance ofthe intangible franchise
value as unfair (it does reflect actual capital invested in purchasing the system), we note that
the expected rate ofreturn inherent in the purchase price reflected risk assumptions. Thefuture
high rates and profits were not and should not be guaranteed.

30 William B. Shew, National Economic Research Associates, Inc. "The value of Three
Cable TV Franchises." November 30, 1989; pages 4 and 5.

31 Although the original operator may have capitalized its sunk costs to acquire the initial
franchise, this amount was generally small in relation to the increase in franchise value
intangibles that has occurred due to system sales since 1984.
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For the same reasons that we believe that intangible franchise value should not be included in
the rate base even in a traditional cost-of-service model, we believe it is inappropriate to allow
amortization of this intangible item as an expense.

Tangible asset values. The traditional utility cost-of-service approach typically values
property, plant, and equipment based on net book depreciated value. As pointed out above,
this value can change when a system is sold because a physical appraisal of the assets may be
performed to re-value them and potentially "step-up" their net book value. Our proposed
benchmarking approach avoids this issue by valuing the physical assets on a replacement cost
basis, rather than on net book value. However, the potential step-up in physical asset values
could be an issue if the Commission chooses to apply the utility cost-of-service method to
individual systems. Similar to the intangible asset concern, the physical asset step-up potential
could undesirably encourage system sales. We believe that the Commission's rules, if cost-of­
service regulations are adopted, should constrain this potential by rate base disallowances of

d 32steppe up values due to a system sale.

Tangible assets for which rates are separately determined, such as converters and remote
control units or capitalized installation costs, should not be included in the rate base for basic
or other programming services. To do so would provide a "double return" on these assets.

Prudency. The assets included in the rate base should be "used and useful," and the operating
expenses that are allowed should be reasonable. Imprudent capital expenditures or
unreasonable operating expenses should be excluded. For example, in a system where
considerable cost was sunk into a failed design, necessitating re-construction, we do not believe
that the cost of the failed construction should be included in the rate base.

smith.rpt(0365)

32 Increases in physical asset value due to replacement or upgrades should be allowed, if
prudent.
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Appendix A

COST-OF-SERVICE BENCHMARK MODEL

1. Overview of the Model

Wepropose acost-of-service benchmarkmodel to assist franchising authorities and the Federal
Communications Commission (Commission) to regulate cable television rates, consistent with
the requirements of the Cable Television Consumer Protection Act of 1992 (Act). The model
combines certain national normative data on cable television system costs with inputs specific
to the local franchise area. National norms would be developed after collection of cost data
and a further rulemaking. While the example discussed below indicates specific factors we
believe aremost likely to prove appropriate for local specific treatment, the Commission could,
as a matter of policy, or if the data allows it, include fewer or no local specific factors. The
model may be run using actual local cost factors, a combination of local and national norm
information, ,or with national norms alone. The proper balance will depend upon the ability
of the Commission to develop reasonable norms for particular cost categories, on policy
choices, and on the likelihood that the resulting mode will produce rates that are neither too
high nor too low.

The result of the model is a rate ceiling for both basic and expanded basic service tiers. It
addresses each of the factors that Congress and the Commission specified for consideration.
We believe that the benefits of the proposed model include the following:

Assures that basic service and expanded basic rates are collectively reasonable, protecting
subscribers ofany system not subject to effective competition from paying rates higher than
those that would be charged if the system were subject to effective competition

Applies consistent procedures to basic and expanded basic tiers

Require;' only information that is readily obtainable

Based on a spreadshE;.et or table that may be distributed to local franchising authorities to
ease administrative burdens for both local authorities and the Commission

Provides appropriate incentives for cost control by applying normative costs

Reflects the key relevant local factors, including those specified in the Act

May be used as the method to determine annual price cap changes

1
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The model addresses each of the factors which the Commission wishes to consider and which
are specified in the Act as follows:

Rates for cable systems that are subject to effective competition. The model simulates
the rates that would be required to sustain a competitor if the competitor enjoyed the same
economies ofscale and scope as operators facing no effective competition. The competitive
rateis simulated by including all reasonable costs ofproviding the service, but excluding any
increment above that required to produce a reasonable return. Cost data from systems
facing effective competition could be used as an important sub-sample ofthe data collected
to develop the norms that help drive the model.

A reasonable profit, consistent with the goal of protecting subscribers in any cable
system not subject to effective competition. A reasonable return on investment
component can be included in the model, sufficient to attract capital to the business.

Rates for similarly situated systems taking into account similarities in costs and
other relevant factors. The cost norms used in the model will be based on cost data
collected from a broad sample of systems. If there are verifiable differences in normative
costs based on system characteristics (number ofsubscribers, plant miles, market, etc.), the
norms could be grouped in categories that allow the benchmark for any particular system
to be based on norms for those systems that are similarly situated. The rates produced by
the model for any given community will be similar to those produced for communities that
are similarly situated.

The rates for the system as a whole (other than programming provided on a per
channel or per program basis). The model generates rates for both the low basic and
expanded basic tiers, so the reasonableness ofthe total rate may be assessed. Themodel also
includes revenue from equipment and installations; this revenue is segregated from the
revenu(~ requirements for basic services.

The history ofrates for the system including their relationship to changes in general
consumer prices. The model can be used to evaluate rates as industry costs change. Itmay
be used to calculate an index for price cap changes, and the index may be compared to
changes in general consumer prices.

The capital and operating costs of the system. The model calculates rates based on the
capital and operating costs. In the model, these costs are derived using national norms for
construction costs and local specific factors, such as plant miles, that determine the final
system costs.

2
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The direct cost of obtaining, transmitting, and providing basic tier programming.
The model can either use national norms or assign programming costs to the appropriate
tier based on actual channel line-ups for each specific franchise area. In addition, if costs
such as retransmission fees, for example, vary by community, the model can be made
sensitive to the variance.

Only a reasonable and properly allocable share of joint and common costs. The
model applies reasonable methods to allocate joint and common costs among basic,
expanded basic, and pay services.

Revenue from advertising and other sources. Consistent with the requirements of the
Act, advertising and other revenues associated with the basic and expanded basic services
tiers are included.

The reasonable and properly allocable portion of taxes and fees imposed by any
state or local authority. Specific local inputs may be included in the model to assure that
such taxes are included.

The cost of satisfying franchise requirements to support public, educational, and
access (pEG) channels. The model may include a specific local input for PEG support,
or national norms, as appropriate.

2. Key Concepts Incorporated in the Model

The model simulates a cable operation having the same economies of scale and scope that the
existing operator has in particular franchise markets. Actual numbers of subscriber counts,
plant mileage, and channel offerings are used to help assure that the scale and scope factors
fairly represent the actual local conditions. However, to avoid the need for hundreds or
thou:'lnds of detailed local cost-of-service studies, normative cost data can be used for all or
most key cost variables. The use ofcost norms helps assure that the costs that are included are
reasonable and pfudent, and creates an incentive for efficient expenditure.

An overview ofa simplified model appears in Exhibit A-I. The variables shown in the exhibit
are used to calculate return on capital and operating expense norms. A norm for capital
expenditures to maintain the system is also included. The revenue requirement is the amount
necessary to cover a return on capital, capital replacement and operating expenses. The
revenue requirement, divided by twelve times the number of subscribers (to convert to monthly)
yields the cost based rate for any given service tier.
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EXHIBIT A-I

OVERVIEW OF SIMPLIFIED
COST-OF-SERVICE BENCHMARK

MODEL
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The net result of the model may be thought of as a rate selected from a cell in a three­
dimensional matrix like that shown in Exhibit A-2. In the simple form of the model, the
number ofsubscribers, the number of plant miles, and the number of satellite services carried
determine which rate norm is appropriate for a particular basic or expanded basic service tier
for a particular community. The model could also be used with a larger set oflocal determining
factors.

The model allocates overall costs to particular tiers of service. A flow diagram of the cost
allocation approach appears in Exhibit A-3. To facilitate the determination and allocation of
cost norms, operating costs are broadly classed into categories commonly used in the industry:

Programming

Technical (or Operations or Plant)

Marketing

General and Administrative
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Exhibit A-2

ILLUSTRATION OF THREE-DIMENSIONAL
TABLE OF BASIC RATES
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Within these categories the costs are further classified into categories that permit them to be

reasonably aggregated and allocated:

Variable per plant mile

Variable per subscriber

Variable as a percent of revenue

Fixed'

Capital expenditures are also classified into variable and fixed categories.
2

Construction costs
vary per mile. Thus the model will pick up costs as plant may be extended from year to year.
Other costs, such as the headend, are relatively fixed, based on the type of system. Subscriber
equipment costs, such as converters, and capitalized connection costs are not included in the
capital expenditure based because the model assumes that these costs will be recovered through
separate charges for equipment sales or rentals, and service installations.

Capital expenditures would normally be based on current replacement cost in order to simulate
current entry ofa competitor. The model also includes an allowance for annual replacement
capital expenditures to maintain the system. The advantage ofusing replacement levels is that
it helps assure that revenue requirements keep pace with technology -- the capital expenditure
norms may be updated annually to help assure that industry returns are sufficient to build

We propose that the "fixed" operating cost norms be treated in a step function fashion,
depending on the outcome of the Commission's analysis of the data it collects. For instance,
a limited number of broad subscriber size categories (e.g., 0 - 5,000; 5,001 - 20,000; 20,001 ­
100,000; etc.) could be created, a specific fixed costs assigned to programming, technical,
marketing, and general and administrative for each category. The appropriate figures can be
determined through an analysis of residuals in each category after the variable and total
category costs have been determined.

2 Similar to the fixed operating costs, we see both variable and fixed capital costs being
assigned to a system type categories, so that the appropriate benchmark amounts may be
selected for each system. Here the categories maybe determined by factors such as urban/rural,
the total plant miles, the megahertz capacity of the system, the percentage offiber in the plant,
addressability, and interactive capability. Again, we will leave the selection to the results ofthe
Commission's data analysis, but we believe the number ofsuch categories should be limited to
maintain an approach that is simple to administer.
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modem systems. The disadvantage of using the replacement cost level is that it may overstate
actual investment made in some systems, particularly ones that have not been maintained or
upgraded, and therefore provide the operator higher returns than might be provided using
system specific historical data. Thus the capital expenditures used in the model could be based
on actual historical costs for exception/appeal cases.

3

A weighted average cost ofcapital approach is applied to determine an appropriate return on
the capital investment.

Revenue requirements are allocated to service tiers through the following procedures:

Costs that are directly assignable to a specific tier are directly assigned. Generally these will
be only programming costs.

Other costs are classified on one of the following bases: per plant mile, per subscriber,
revenue variable, or fixed.

The plant mile variable costs, capital replacement costs and the allowable return on capital
investment are distributed between basic services, expanded basic services, and pay services
based on the percentage of channel capacity used by each group.

All other joint and common costs are allocated based on subscriber percentages. The
subscriber count for pay services is determined by the number of customers taking at least
one pay service.

Off-setting non-subscriber revenues are directly assigned to tiers where possible, and ifthey
are derived from more than one tier they are distributed based on relative subscriber counts.

A partial revenue requirement is calculated for each service tier, based on the costs allocated
to this point in the procedure. Then the appropriate revenue variable percentages are
applied to each tier to determine the total revenue requirement for each respective tier.

The total annual revenue requirement for each tier, divided by twelve months, divided by the
average number of tier subscr:,bers, yields the rate.

3 Alternatively, one could use the cost norms to develop the cost per channel that would
apply ifthe replacement systemwere built (since the normative cost will impIy a certain channel
capacity). If applied to systems that have significantly lower channel capacity than the norm,
this approach would encourage system upgrades.
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3. Administration of the Model

As we envision the process, the Commission will have the following responsibilities to

administer the model:

Collect cost data through an annual survey of a sample of cable systems

Establish initial norms

Distribute a simple form that localities could use to apply the final model

Update the cost norms as appropriate

The Commission's principal task in 1993 will be to develop the initial benchmark norms. For
this initial round we suggest that the Commission collect data for a number of local specific
cost factors (as documented in this appendix) and analyze how much of the variability in
average costs may be explained with and without these factors. The Commission should also
assess certain external factors that may affect costs, such as the television market category for
each system analyzed. Based on the results of this initial analysis the Commission may
empirically determine which cost and other variable are most appropriate to apply to in the
future. For example, it may be that only a few local variables are needed (such as the number
of subscribers and plant miles), and that national norms may be applied for all other factors.
Or, the Commission may find that various local specific factors are required to give the model
sufficient power to reasonably project costs. After concluding this analysis the Commission
may develop a form that shows what data is to be filled in using national norms, and what
requires local information.

Making the model available on a microcomputer spreadsheet to local authorities, although not
necessary, would likely simplify the process and reduce the possibility for errors. However, the
Commission could merely develop simple manual tables for use by jurisdictions.

7
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4. Model Detail

The proposed cost-of-service benchmark model appears in Exhibit A_4.
4

The model consists

of five sections:

Model Inputs

Allocation Factors

Joint and Common Cost Pool

Tier Allocations

Revenue Requirements

The input section is described below. All other sections are calculations derived from the
inputs. The general basis for these calculations has been described in the preceding sections of
this appendix.

Franchise specific data5

We propose that certain franchise area specific information may be applied together with
national norm information to help assure that the benchmark rates' fit individual
communities.6 The local information required is straight-forward, and should not impose
undue reporting burdens on franchise authorities or cable operators. The minimum local data
requirements include: (1) number ofsubscribers; (2) plant miles; and (3) the number ofchannels

4 In the illustration of the model that appears in this section particular figures are included
as "industry norms." We do not intend that these figures to represent actual norms, but include
them merely to clarify the model presentation. Under our proposal, the Commission would
become responsible for data collection and analysis to develop the actual norms.

5 We propose these data as "franchise specific" for the purpose of initial Commission data
collection and analysis. The results of the initial analysis may indicate that many of these
inputs may be treated as norms in the future, in order to simplify administration of the model.

6 The data should be specific to each franchise area. Many local cable systems contain
multiple franchise areas, and therefore should report separately for each area. Certain data (for
example, channel capacity) may be the same for each franchise area within a particular system

8



EXHIBIT A-4: CABLE TV RATE BENCHMARK MODEL

A B C D E

I. MODEL INPUTS

II. ALLOCATION FACTORS (calculatad from model inputsl

Shadedvad;bles represent the minimum s~tofl()8aldata
required. Other 10calvlIrillbies could be determined as .
national norms instead.

The figures used below are included only to illustrate how the
cost-of-service model works. They are not intended to represent
actual norms. The determination of actual norms will result
from FCC data collection and analysis.

3.33%
63.33%
33.33%

12.0%

$17.00 I

$5.00
$40.00
$48.00

$50,000

$10.00
$100,000

$1,000
$10.00

$200,000

$17,000
$60,000

$1,000,000
$1.500,000

$30.00
1.5%
3.0%

$1,000,000

Industry Norms

Capital cost drivers
Aerial plant cost per mile
Underground plant cost per mile
Headend, towers, antenna, hubs
Other

Operating cost drivers
Programming

Basic programming per basic subscriber'"
Exp. basic program. per expo basic sub.' ••
Pay/PPV program. per basic subscriber····
Fixed progremming expense

Technical/plant
Technical cost per mile
Technical cost per subscriber
Fixed technical expense

Marketing
Merketing cost per subscriber
Fixed marketing expense

General and administrative
G&A cost per subscriber
Bad debt percent of revenue
Other G&A percent of revenue
Fixed G&A expense

Allowable return on capitlll

• Pay customers is the number with at least one
pay service

•• Tiers assigned based on local alignment
••• Programming expense based on national norms

for specific services, aggregated for actual channel
line-up of the system

•••• Pay/PPV revenue not needed for basic calculations;
total pay/PPV revenue divided by the number of
basic/expanded basic subscribers

IInstall and equip. expenses per sub

• Number of basic only divided by sum of basic only,
expanded basic, and pay customers

•• Number of expanded basic divided by sum of basic only,
expanded basic, and pay customers

••• Number of pay customers divided by sum of basic only,
expandad basic, and pay customers

Subscriber allocation percentages
Basic services'
Expanded basic services"
Pay services' ••

rBoxed inputs not required for basic or expanded basic

17
27
10

$50.00
$15.00
$15.00

$3.00
$1.00

37,800
27,000

8,100
8,100
8 100

54

100,000
700
300

54,000
2,700

51,300
27000

5.0%
1.0%
2.5%
2.0%

$50,000

31.48%
50.00%
18.52%

12.50%
14.00%
11.50%
11.50%

$200,000

$648,000
$324,000
$324,000

Total

PEG support (IInnulllizedl

Installation charge - new
Installation charge - reconnect
Additional outlet install charge
Coverter charge per month
Remote control charae per month

Number of converters in use
Number of remotes in use
Number of annual installs - new
Number of annual installs - reconnect
Number of additional outlet installs

Frllnchise Specific DlItll

Frllnchise IIrell stlltistics
Homes passed
Aerial plant miles
Underground plant miles
Number of subscribers
Number of basic only subscribers
Number of expanded basic subscribers
Number of Dav customers'

Franchise lire II operllting cost drivers
Franchise fee percent
Copyright fee percent - basic
Copyright fee percent - expo basic
Other state/local taxes percent of rev.
Retransmission expense - basic

Other regulated rates

Other revenue (tiers in parentheses)
Advertising (exp. basic)' •
Home shopping (exp. basic)"
Other (basic)' •

Channels
Basic
Expanded basic
Pay and pay perview

Channel allocation percentages
Basic
Expanded basic
Pay and pay per view

Revenue variable expense
Basic
Expanded basic
Pay and pay per view
Other revenue

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
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420f'OOO

H.260,OOO

I
•• Exclude3 por ch6rlnel IIXPOI\.6«. direct progr$mming i
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Appendix A

and satellite services on each tier. However, we recommend additional variables for the
Commission's initial analysis, and they are therefore included here. The recommended inputs
(column and line identifiers in parentheses) are described below.

Franchise area statistics

The primary statistics necessary to run the model include:

Homes passed (B7). This figure is not applied in subsequent allocations, but may be
appropriate to help determine which set of norms to apply, if the data analysis suggests
norms should be based on market size.

Aerial plant miles (BS). This figure should be ascertainable by franchise area within each
cable system.

Underground plant miles (B9). Underground miles are segregated from aerial because the
construction cost may vary significantly; the aerial underground breakdown allows the
model to be more sensitive to local characteristics. This figure should be ascertainable by
franchise area within each cable system.

Number ofsubscribers (BIO); the total number ofsubscribers in the area. This figure should
be readily available by franchise area from subscriber billing systems.

Number of basic only subscribers (BII); the number taking~ the lowest basic tier from
among the basic options.7 This figure should be readily available by franchise area from
subscriber billing systems.

Number of expanded basic subscribers (B 12); the number taking any level of basic service
above the lowest basic tier. This figure should equal B10 minus B11. It should be readily
available by franchise area from subscriber billing systems.

Number of pay customers (B 13). This is the number taking at least one pay service. It
should be readily available by franchise area from subscriber billing systems. It is applied
to allocate certain joint and common costs.

7

Some low basic only subscribers may also take pay service, and these should be counted in this
figure. Those who also take any higher level of basic service should be excluded.
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Counts driving installation and subscriber revenue are not necessary to determine basic or
expanded basic rates, but they help drive estimates of installation and equipment revenue and
therefore contribute to a consolidated revenue and expense analysis. These figures should be
available by franchise area from subscriber billing systems. The counts include:

The number of converters for which subscribers pay a monthly charge (B 14).

The number of remote control units in use for which subscribers pay a monthly fee (B15).
Depending on local practices, it should be a subset of the number ofconverters (that is, some
of the converters in the system will have remotes and some will not; B14 is to count all
converters; B15 is to count only the ones with remotes).

Total number of installations during the year to households which were connected for the
first time and for which an installation charge was assessed (B15).

Total number ofinstallations during the year to households which were reconnected (a drop
a previously been placed to the household unit) and for which an installation charge was
assessed (B16).

Total number of additional outlets installed during the year for which a subscriber charge
was assessed (B 17).

PEG support (annualized)

The model provides for public, educational, and government access (pEG) costs. Line B20
includes an annual amortization of any capital grants, studios, equipment, or other capital
items required under the franchise (allocated if they serve more than one franchise area). The
figure can be treated as a norm, but ifit is localized it should be reviewed by the local franchise
authority for accuracy.

Franchise area operating cost drivers

The following factors that drive operating costs may vary by franchise jurisdiction; depending
on the extent of the variation, the model will allow them to be applied either on a franchise
specific basis, or as norms:

. The franchise fee percentage of total revenue (B24)
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The copyright fee percentages that apply to basic tier (B25) and expanded basic tier (B26)
revenue, based on the distant signals carried on the respective tier.

Any other state orlocal taxes that apply asa percent ofrevenue (B27). Insomejurisdictions
there may be utility, amusement, or other use taxes in addition to franchise fees.

The expense paid for retransmission consent of local broadcast signals, if any (B28).

Other regulated rates

These rates are the one time charges paid forinstalJation (B31, B32, and B33) and the monthly
charges for equipment (B34 and B35). They will be determined separately from the basic and
expanded basic rate-making, based on rules the Commission will establish. These rates are not
required to determine basic or expanded basic rates, but are applied in the model as one ofthe
drivers ofinstallation and equipment revenue to generate a consolidated operating statement.
The figures should be available by franchise area from subscriber billing systems.

Other revenue

The Act provides that advertising revenue and other consideration received by the operator for
basic and expanded basic services be taken into account in setting rates. The model assigns this
revenue to the tier(s) on which the revenues are generated. The example assumes that all
advertising (B38) and home shopping services (B39) appear on the expanded basic tier, and that
other revenue (B40) is attributable to only basic subscribers (thus it is assigned to the lowest
tier). The revenue could be assigned differently than in the example, depending on the results
of the Commission's study.

Channels

The number of channels on each tier (B43, B44, and B45) are applied by the model as an
important factor for allocating joint and common costs. Only active channels, containing at
least a minimum number of hours of daily programming, should be counted in the basic tiers.
Any channels used for payor pay-per-view should be counted, regardless of the daily hours of
programming.
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Industry norms8

Industry norms are applied as the cost drivers for many of the factors in the model. The
purpose of using norms is to simplify the administration of the model, so that detailed cost
finding will not be required for every community, and to help assure that the cost basis for rates
is reasonable and prudent. Norms, in contrast to allowance ofactual costs, provide incentives
for cost efficiency. However,just as norms could be applied for many variables in the franchise
specific section, actual local costs could also be applied in this section. The appropriate result
depends on data analysis and policy decisions beyond the scope of this report.

The norms will be developed based on Commission analyses of cost data collected from cable
systems. The data will be collected on a system basis because many local systems include more
than one franchise area, and the required accounting information may not be readily available
on a franchise specific basis. The variable norms will then be automatically adjusted to the
franchise areas being analyzed, because certain model cost drivers will use the specific
subscriber counts, plant miles, and channel allocations of the franchise area. The fixed costs
will be tailored to the franchise area by matching the appropriate category of norms to the
franchise area characteristics.

Thus there may be more than one set ofnorms, particularly for capital expenditure items and
fixed operating costs, based on system or area characteristics. For example, capital costs may
be classified according to system technical characteristics (megahertz capacity), and "fixed"
operating expenses may be based on step functions of broad subscriber size categories (for
example 0 - 5,000; 5,001 - 20,000; 20,001 - 100,000; etc.). The appropriate category norms
would then be applied to each local franchise. The number ofdifferent categories will depend
on the results of the Commission's data analysis, but should be kept limited to maintain the
administrative simplicity of the model.

An explanation of each norm line item appears below.

Capital cost drivers

Normative capital costs are determined on a current replacement cost basis, in order to
simulate an operator currently entering the market. Equipment and capitalized installation
costs are excluded, because the rates for these items are determined separately. The respective

8 We suggest the variables shown here for the purpose of the Commission's initial data
collection and analysis. The results of the initial analysis may indicate that fewer variables can
be applied in the future.
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norms will be determined through the annual Commission sample survey, and it could be
augmented by special engineering analyses the Commission may conduct. Each capital
expenditure line is explained below.

The aerial plant cost per mile (E12) includes all labor, materials and make ready expenditure
necessary to build an average plant mile of-cable for a system in the same category as the
particular franchise area under analysis.

The underground plant cost per mile (E13) includes all labor and materials expenditure
necessary to build an average plant mile of cable for a system in the same category as the
particular franchise area under analysis.

The headend, towers, antenna, and hubs expenditure (EI4) is the amount necessary to cover
these items for a system in the same category as the particular franchise area under analysis.

The "other" capital expenditure (EI5) may include land, buildings, vehicles, equipment, or
prematurity intangibles (excluding franchise value). The appropriate figure will be a norm
for systems in the same category as the particular franchise area under analysis. The
Conmlission should assure that acquisition costs are not double counted with any lease or
rental costs that may be included in operating expense norms.

The annual replacement percent (B16) is to be applied to the capital investment base. It is
an amount to maintain the system.

Operating cost drivers

These figures will be derived from actual accounting records for systems included in the
Commission's cost survey. The survey form will provide specific instructions to the cable
operator on how to classify the requested data. The Commission will then analyze the
responses to determine the norms. The "fIxed" cost norms will be determined as residuals of
the variable costs.

The model classifies programming costs as follows:

Basic programming acquisition cost per basic subscriber (E19) is the cost to acquire
programming carried on the basic tier, exclusive ofPEG or local origination programming
required by the franchise (B20), retransmitted local broadcast signals (B28), and revenue
variable costs (copyright fees, for example).
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Expanded basic programming per expanded basic subscriber (E20) is the cost to acquire
programming carried on the expanded basic tier, not counting the cost ofthat carried on the

low basic tier.

The pay and pay-per-view programming cost per basic subscriber (E21) is not necessary to
determine basic and expanded basic revenue requirements, but the model applies it in a
calculation of total revenue in a consolidated statement of operations. The norm can be
determined through survey responses, dividing the total pay and pay-per-view programming
cost for each survey system by the number of basic subscribers in that system.

Fixed programming expense is the residual amount in the programming category after the
variable programming expenses (E19, E20, and E21) and local specific programming
expenses (B20 and B28) have been determined.

Technical and plant expenses are classified as follows:

Technical costs per mile (E24) include the salaries and benefits ofpIant technicians (but not
house technicians or installers), system power, pole attachment or conduit rental fees, plant
vehicle expenses and property taxes on plant.

Technical costs per subscriber (E25) include non-capitalized salaries and benefits ofhouse
technicians and installers (excluding capitalized amounts assigned to connections), where
these costs are not directly assignable to equipment maintenance (such as converter
maintenance).

The fixed technical expenses (E26) include the remaining technical expenses, such as
technical management personnel salaries and benefits, excluding the capitalized costs and
costs otherwise directly or indirectly assigned to installations and equipment.

The marketing costs include:

Marketing expenses that are assumed to vary with the subscriber size of the system (E28).
These include advertising expenses, sales commissions, and thesalaries and benefits ofdirect
sales personnel.

All other marketing expenses are considered fixed (E29). Generally these will include the
salaries and benefits of any marketing administration personnel.
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General and administrative expenses are classified into several sub-categories:

General and administrative expenses that are assumed to vary per subscriber (E3l) include

the following:

Salaries and benefits of customer servIce representatives and their immediate

supervisors

Data processing expenses

Postage

Telephone

Stationery and office supplies

Bad debt expense is treated as a percentage of total revenue (E32).

Fixed general and administrative expense (E34) includes all other general and administrative
expenses not counted elsewhere, exclusive ofany extraordinary items. General management
salaries and benefits (exclusive of customer service representatives and their immediate
supervisors) fit in this category.

Allowable return Qn capital

The CommissiQn will perform analyses to determine a nQrm for the allQwable return Qn capital
(E37). The average debt-to-equity mix in cable system acquisitiQns QrcQnstruction may be used
as a guide to the capital structure. Current interest rate averages fQr cable debt financings may
be used as a guide for the CQst Qfthe debt compQnent. The cost Qfcapital should be a weighted
average Qf the cost Qf debt and the CQst Qf equity, determined by an appropriate method.

InstallatiQn and equipment expenses

InstallatiQn and equipment expenses are nQt part Qf the revenue requirement for basic and
expanded basic rates, because installatiQn and equipment charges are tQ be determined
separately. A per subscriber amQunt is included here (E39) Qnly so that a cQnsolidated
statement Qf expenses may be prQduced by the model. These expenses may include non­
capitalized salaries and benefits Qf installers and hQuse Qr bench technicians where such costs
are directly assignable tQ installation Qrequipment activities. CQnvertermaintenance expenses
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